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Summary of L egisation: Thishill allows a county fiscal body to phase out the property tax on inventory
by allowing assessed value deductions in five increasing gradations over aten-year period. It reduces the
property tax levies of all taxing units having assessed value in an adopting county.

The bill alows the county fiscal body to adopt an ordinance imposing an income tax to recover the net
property tax revenue lost by the phaseout of the property tax on inventory. It provides that the income tax
will increase over the ten-year period to recover the revenue lost by each increase of the assessed value
deduction. The bill also requires the State to distribute revenue to income tax adopting counties to replace
revenue lost through Property Tax Replacement Credits and it makes an appropriation.

Effective Date: July 1, 2002.

Explanation of State Expenditures: The State's expense for Property Tax Replacement Credits (PTRC)
could be reduced under this proposal. If a county adopts the property tax deduction for inventory without
imposing the Inventory Tax Replacement Income Tax, the state would not pay the 20% PTRC on the
deducted amount.

The State Department of Revenue would have additional expenses for collecting and distributing the
Inventory Tax Replacement Income Tax under this proposal.

Explanation of State Revenues: The State levies a small tax rate for State Fair and State Forestry. Any
reduction in the assessed val ue base will reduce the property tax revenue for these two funds. Based on the
estimated | oss of inventory assessed value under thisproposal, state property tax proceedswould be reduced
by an estimated $156,000 in CY 2004 to approximately $995,000 in CY 2013, assuming that all counties
adopt the inventory tax phaseout in the first year available.
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Explanation of L ocal Expenditures:

Explanation of L ocal Revenues:

I nventory Deduction

This proposa would authorize counties to adopt an ordinance to phase out the property tax on inventory. A
county could begin the phaseout with CY 2003 inventory assessments payable in CY 2004 or in any
following year. If adopted, taxpayers would receive a deduction against the assessed value (AV) of their
inventory. The amount of deduction is equal to 20% of the inventory in years 1 and 2, 40% in years 3 and
4,60% inyears5and 6, 80% in years 7, 8, and 9, and 100% in year 10 and each year thereafter. A county
would be allowed to pass an ordinance repealing the deduction only after the deduction has been in effect
in the county for at least ten years.

If acounty elects to phase out the property tax on inventory, the maximum levy of each civil taxing unit in
the county would bereduced to reflect theloss of valuation. Likewise, school General Fund levieswould aso
be reduced. The school General Fund levy adjustment would be made after computations are made for state
tuition support, eliminating any reduction of state support. The civil unit maximum levy and school General
Fund levy adjustments would keep the tax burden from shifting from the inventory owners to al other
taxpayers viaan increased tax rate. Instead of a shift, local units would lose the tax revenue attributable to
property tax on inventory.

Estimation Issues: In estimating the impact of this bill, special attention was given to the impending rea
property reassessment. The final rules on real property assessment and personal property assessment will
have adirect impact on property tax rates and the amount of the property tax levy that will be attributed to
inventory. Thereal property reassessment will shift some of the property tax burden from personal property
ownersto real property owners, while the new personal property assessment rulewill moderate that shift to
some extent. Thetotal increasein assessed value for 2002 pay 2003 is estimated at about 61.1% taking both
the new real property and personal property rulesinto account. It was assumed that the next reassessment
will apply to property assessed in 2002 with taxesfirst paid in 2003 as mandated in the latest order from the
Indiana Tax Court.

Data: According to the State Tax Board's Property Tax Analysis for various years, the net property tax on
inventory equaled $407 M in CY 2000 and $428 M in CY 2001. The 2000 pay 2001 inventory AV was$4.70
B and has grown at an average annual rate of 3.0% over the last five years. The statewide net average
property tax rate was $8.6955 per $100 AV in CY 2000 and $8.8151 per $100 AV in CY 2001.

Fiscal Impact: Futureinventory assessed valueswere projected based on historical data. Future average net
property tax rates were estimated based on historical data and on the estimated changesto the total tax base
due to the newly adopted real property and personal property assessment regulations. Based on estimates of
future total tax levies and total assessed values, it is estimated that the statewide average net tax rate will
grow at arate of about 1.4% per year in non-reassessment years. An estimate of the future net property tax
on inventory was then computed by multiplying the estimated net assessed value of inventory by the
estimated net average tax rates.

Thetable below shows the estimated reductionsin gross property tax levies and inventory taxpayer savings
(net levy reductions) assuming all counties adopt ordinances in CY 2002 to phase out inventory assessed
value beginning in CY 2003. The amount of state PTRC shown is the estimated amount of Property Tax
Replacement Credits that the state would not have to pay under the bill as aresult of the reduction of civil
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unit maximum levies and school General Fund levies. However, the state would pay this same amount in
PTRC if the Inventory Tax Replacement Income Tax under thishill isadopted. Therewould probably be no
changeto overall PTRC expendituresassumingthat all countiesthat adopt theinventory deduction al so adopt
the replacement tax.

Inventory AV Phaseout
Property Tax Deduction GrossLevy Net Levy
Y ear Y ear Per centage Reduction* Reduction* State PTRC*
1 2003 Pay 2004 20% $106 M $91 M $15.0M
2 2004 Pay 2005 20% $110M $95 M $155M
3 2005 Pay 2006 40% $230 M $198 M $32.0M
4 2006 Pay 2007 40% $225M $194M $31.2M
5 2007 Pay 2008 60% $352 M $303 M $48.4 M
6 2008 Pay 2009 60% $366 M $316 M $50.0 M
7 2009 Pay 2010 80% $508 M $439 M $69.0 M
8 2010 Pay 2011 80% $498 M $431 M $67.2M
9 2011 Pay 2012 80% $518 M $449 M $69.5M
10 2012 Pay 2013 100% $674 M $584 M $89.8 M
*- Assumes that all counties would adopt the phaseout in the 1st year available.

Although this analysis assumes that reassessment will be effective for property taxes paid in 2003, further
legal action could delay the effective date. For this reason, the net tax reduction on inventory was aso
estimated assuming that reassessment would not take place. Without reassessment, the net tax reduction on
inventory under this bill could be as high as $700 M by CY 2013.

Based on the estimated growth rates of inventory assessed value and net property tax rates, the net levy
reduction under both the 2003 reassessment™ and the "no reassessment” assumptionsis estimated to grow
at about 4% to 5% per year after FY 2004.

I nventory Tax Replacement I ncome Tax

Countiesthat choose to phase out the property tax on inventory may impose the Inventory Tax Replacement
Income Tax, which is created by thisbill. The tax would be alocal option income tax on the adjusted gross
income of individual taxpayers residing in the county.

County councilswould use data compiled by the Department of Local Government Finance (State Board of
Tax Commissioners) to determine the appropriate income tax rate in the first year. The tax rate will
automatically increase by the amount of theinitial rate every two yearsthrough the tenth year. The rate may
be reduced by ordinance as long as none of the tax revenues have been pledged for the payment of bonds.
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Proceeds from the tax would be deposited in each county’ s Inventory Tax Replacement Account within the
State General Fund. Interest income would be deposited into the county accounts. The Department of State
Revenue, on recommendation of the State Budget Agency, would estimate and certify the amount of income
tax that will be collected during the following year.

Inventory Tax Replacement Income Tax proceedswill be distributed to the adopting countiesin equal parts
on May 1 and November 1. The tax would take effect on July 1 of the year in which it is adopted. Thiswill
allow six months of revenue to build up in the fund so that cash is available to make the distributions. Each
taxing unit in an adopting county would receive a proportionate share of the replacement revenue.

Inthefirst year that a county adoptsthe Inventory Tax Replacement Income Tax, the county would haveits
income tax rate set so that the new tax does not generate any more revenue than the amount of the net levy
attributable to the inventory deduction. According to the November 14, 2001, State Revenue Forecast, it is
estimated that a 1% income tax would generate about $1.13 B statewide in CY 2002. Assuming a 3.36%
growth rate, theincome tax generated froma 1% ratein CY 2004 isestimated at $1.21 B. Assuming that all
counties would adopt the Inventory Tax Replacement Income Tax in CY 2003 (the 1st year available),
approximately $91 M would be needed from this tax to offset the property tax loss in CY 2004. The
statewide average of the county income tax rates needed to raise $91 M in CY 2004 is estimated to be
0.075%. Based on thisinitial tax rate, the statewide average of the county income tax ratesin the tenth year
(when the phaseout is complete) would be about 0.375%.

Each individual county’s rate would differ from this average depending on the amount of inventory in the
county, the property tax rate, and the wealth of the income tax base. It is not known if the income tax
revenues will grow at the same rate as the amount of property tax lost as thiswill vary among counties. If
acounty collects more in income tax than it losesin property tax, then there would be arevenueincreasein
the county. Likewise, if acounty receiveslessrevenuefromtheincometax thanitlosesin property tax, then
there would be a revenue reduction.

Thestatewould pay PTRC on theamount collected viathereplacement tax. The PTRC percentagewill equal
the average county PTRC percentage. PTRC is paid from the Property Tax Replacement Fund, which is
supplemented by the state General Fund.

If theincometax is adopted by a county, then thisbill would have the effect of shifting businesses’ property
tax on inventory to individualsand businesseswho areliablefor theindividual Adjusted GrossIncome Tax.

State Agencies Affected: Department of Local Government Finance (State Board of Tax Commissioners);
Indiana Department of State Revenue; State Budget Agency; Auditor of State.

L ocal Agencies Affected: All taxing units in adopting counties.

Information Sources. State Board of Tax Commissioners, Property Tax Anayss, Loca Government
Database; Department of State Revenue.
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